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Arizona Corporation Commission Staff (“Staff”’) hereby files its responsive brief in this
matter. This brief primarily attempts to respond to the arguments against Staff’s recommendations
set forth by the other parties in their respective closing briefs. To the extent that this brief does not
address any particular issue, Staff relies upon its discussion of those issues set forth in its opening
brief, filed on January 22, 2007.

L. | THE COMMISSION SHOULD ‘REJECT APS’  PROPOSED “ATTRITION‘
ADJUSTMENTS” AND SHOULD INSTEAD RELY ON TRADITIONAL COST OF
SERVICE PRINCIPLES TO ESTABLISH APS’ RATES. :

In this case; APS has argued that the Commission must grant APS 1ts entire rate request if the
Company is to avoid ﬁnancial ruin. This request was made clear in the testimony of APS witness
Steven Wheeler. (Wheeler Rebuttal Test., heremafter referred to as “Wheeler Rebuttal” Ex. APS-2
at 2, 3, 9 18, 25; see also Tr. at 4240-43; 4264- -65). APS bases this argument on the followmg

assertions, all of wh1ch are d1sputed unreliable, or mentless 1) APS claims that the Comrnlssron 1s |

required as a matter of law to consider the projected impact of a rate decision on APS’ financial

‘criteria,' 2) APS claims that these forecasts show that, from a quantitative view, APS will not meet

the required credit 1netrics to maintain an investment grade credit rating under either theStaff or
RUCO propoSals, 3) APS claims that the cost of custorner growth is greater than the revenues
generated by that ’growth, thereby‘causing the C‘ompany’s rates to be inadequate. This brief will
subsequently discuss each of these contentions in turn. E ’

A.  The Commlsswn is not required as a _matter of law to use future prolectlons to
‘establish rates. ~ :

APS claims that the Commission'is réquired" as a matterof law to consider the projected
1mpact of a rate decrslon on APS ﬁnan01al crlterla ‘In support of thrs assertlon APS crtes Federal
Power Comm nov. Hope Natural Gas Co 320 US. 591 (1944), and Bluef eld Walel Works &

]mpr ovemenz‘ Co v. Publzc Seiv Comm n of West Vzrgmza 262 U. S 679 (1923) These decrs1ons in

laroe part add1ess whether the federal constrtuuon requlres states to follow any spcmﬁc method when : v

,1”1
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setting rates. These decisions speciﬁcélly reject that conclusion and instead hold that, for purposes of
determining whether a rate decision is coﬁﬁscatory for purposes of federal due process, it is the “end
result” that is significant, not the spéciﬁc method.
These cases idéntify three factors to consider in determining whether a rate decision produces
rates that satisfy federal ‘constitutiohal standards: |
- The return should be reasonably sufficient to assure conﬁdeﬁce in thé financial
soundness of the utility, and should be adequate, under efficient and economical
management, to maintain and support its credit and enable it to raise the money
necessary for the proper discharge of its public duties.
Bluefield, 262 U.S; at 693. Contréry to APS’ assertioné, these cases do not identify any éne method
for satisfying these factors and are careful to poirit out that whether a 4particu1ark rate decisiOn
constitutes just compensation “depends upon fnaﬂy circumstances arvld must kbe‘ détermiried by the
exercise of a fair and enlightened judgment, having regard to all relevant facts ... Id. at 692
(émphésis added). |
, : APS argues that the Commission cannot ascertain whether broposed rates will be adequate “to
maintain and support its credit” or “to raise the mohey necessary for the propef ‘d’isc‘harge of its publié
dutiesy” without considefing the impact of those proposed fates ih some future period. (APS’ Br. at 9-
10). APS then produ”ce's forecasts of the future period of its choosiﬁg, ‘claims that these forecasts
show that it wiil Suffer a Credit-rating downgradé unless its entire rate request is‘graritekd’,' and suggests y
that ﬂie Comnﬁission should disregard all other eyidence except the forecasts. (Wheeler Rebuttal at 2,
18; Dittmer vSm*rebutt‘al‘_ Test., hereinaftér referred tyo as “Diftmer Surrcbuttal”; Ex: S-37 ’va’t 4~5). In.
APS’ view, its financial forecasfs of futu‘reiperiods becyom‘ekthre auto‘ma‘ﬁt‘io’and binding ‘formu‘la for |
deteﬁﬁining ité revenrue: requiremént. This result is ‘they complete oppOSite of the holdings of Hop‘e‘ '
and BlueﬁekL Wh‘i’ch' urge a cons‘id;e“rgti’or‘l df allyyrélevant factors ahd ¢Xpres51y disavow a mechaﬁistic

reliance on any single formula. -
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In other words, APS believes that the Commission is required as a matter of law to establish

rates exclusively by reference to APS’ financial ratios, which are based upon forecasts. APS’
argument implies that federal constitutional standards require the use of a future test year. (See Tr. at
4199-4200). APS not only fails to cite any federal cases to specifically support this theory but also
fails to reconcile it with Arizona law. In fact, Arizona cases suggest that rates should be set by
reference to an historic test year and that a utility’s rate base must be established by reference to the -
fair value of its property that is “used and useful” in providing public service. See Ariz. Const. art.
XV, § 14.

Certainly, Commission decisions must comport with federal constitutional standards.
However, the method advocated by APS is not required by, the federal constitution, and is also at
odds with the Arizona Constitution. As the Arizona Supreme Coui’t has stated,

It is elear, therefore, that under our constitution as interpreted by this court, the

‘Commission is required to find the fair value of the company’s property and use
such finding as a rate base for the purpose of calculating what are just and
reasonable rates. The Hope case cannot be used by the Commission.” To do so

~would violate our constitution. The statute under consideration in that case -
prescribed no formula for establishing a rate base. While our constitution does

" not establish a formula for arriving at fair value, it does require such value to be

found and used as the base in fixing rates. The reasonableness and Justness of the

rates must be related to this finding of fair value.

Szmms v. Round Valley nght and Power Co 80 Arlz 145,151, 294 P.2d 378, 382 (1956) (empha515
added) As the Szmms court noted, “fair Value focuses the Comm1ss1on s analys1s on the ‘time of
inquiry.” Id at 151, 153,294 P.2d at 382 383. Other Arizona cases also recogmze that the falr value
concept is related to the ¢ t1me of/mqmry See Arzzona Corp Comm nw. Arzzona Publzc Servzce Co.,
113 Ariz. 368 370 555 P.2d 326 328 (1976) (statmg that utility is entltled to reasonable return on
the fair value of 1ts propertles at tlme that rate 18 ﬁxed) Arzzona Corp. Comm . Arzzona Water Co

85 Ariz. 198, 202 335 P. 2d 412 414 (1959) (statmg that fair Value is to be determmed as of time of |

mquny when determmmg a ut111ty S 1ate base and rate of return thereon) Consolzdated Water Utzls
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Lid. V. Arizona Corp. Comm’n, 178 Ariz. 478, 482-83, 875 P.2d 137, 141-42 (App. 1993) (stating

that rates are based on value of corporation’s properties at time rate is fixed).

The underlying policy for establishing rates by using historic cost-of-service principles
instead of forecasts was articulated by RUCO witness Hill, who acknowledged that it is not unusual
for the relationship between the number of customers and the amount of utility plant necessary to
serve customers to vary after rates are set. (Tr. at 2148). Mr. Hill stated the following:

But my point arguing against the company’s position is that we don 't need to stuff’

all those costs in the current rate case because we don’t know what those costs

are. And I don’t know of any utility, regulatory body that lives completely in the

future and tries to dlscern what the relationship, regulatory relationships are in the

future.

(VVTr';. at 2149 (emphasis added); see also Tr. at 2150-51). In short, there are both legal and policy

censiderations that support the use of an historic adjusted cost-of-service test year as the basis for |

estabhshmg rates The Commission should not depart from those prmc1p1es in this matter

| B. The prolectlons pr0v1ded by APS in _this case are not helpful and should be
disregarded. ~

APS has prepared various ﬁnanmal projections that purport to establish APS’ ﬁnanc1al ratios

‘for 2007 2008 and 2009 under APS’, Staff‘ S, and RUCO s proposals respectlvely APS cla1ms that

these forecasts show that, from a quantitative view, APS will not meet the required credrt metrlcs to
maintairl an ini}estment grade credit rating under either the Staff or RUCO prepesals.

: The‘Arizona Constitutieh entrusts the Commission with exclusiyeauthority‘over all matters
retated to ratemaking. ~See Arizona Corpofaz‘ionsComm ’n v. State ex rel. Woodds 171 Ariz. 286, 292
830 P.2d 807, 813 (1992) Although the Comm1ss1on is not requlred fo use APS’ prolectlons as the
basxs for settmg rates, it may eertamly consrder such information if the Comrmssron were tor '
determme that the mformatlon 1s helpful In the context of thls proceedmg, howexrer the financial

pl‘Oj ectrons prowded by APS are not helpful and should be dlsregarded
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First, APS’ projections have been prepared on a total company basis. ‘~(Dittmer Supplemental

Test., hereinafter referred to as “Dittmer Supplemental”, Ex. S-39 ét 7). These forecasts of “total
company operating results” include APS’ FERC-regulated transmission ‘operations. 1d. Although
these FERC-regulated assets are nor?naﬂy not relevant to retail rate proceedings, the Company’s use
of projections prepared on a total compally basis makes them s’o, because they would include the
effects’of any “urider-eaming” on the Company’s trénsmission assets. Id.

APS witness Wheeler acknowledged that APS is planning on filing a transmission rate case at

AFERC, (Tr. at 351), thus affirming that APS believes tbhat‘ it is currently under-earning on its

transmission investment. According to Staff witness Dit;tmer’s rough calcuiations, it appears that
some fairly signiﬁcant’ amouﬁt of transmission rate relief is justiﬁed, and thus at least part of APS"
“total cOiﬁpany” _earnings shortfall 1s «a‘lpparently 'caus\'ed 'by undéf—earhings on the Company’s
frahsmission assets—operations that are reéulated by FERC, not by the Commission. (Dittmer
Supplemental‘at 9). Reliance onr“tOtal compény” financial metrics that are known to i‘nclu‘dy'e‘an
earnings shortfallyfrom‘ “non-jurisdictional” business operaﬁons 18 not én accurate meaéure by which
to set rate's. |

i Importantly, in a FERC transmission rate proceeding, FERC will not examine whether state

retai]l rates have remedied any earnings shortfall related to transmission investment. Id. at 9-10.

Instead, FERC will conclude that the Commission’s retail rates were established to allow the
Company to recover its refail cost-of-service on a stand-alone basis and will then proceed to evaluate

the need for transmission rate relief on a stahd—alone basis. Id.;Furthermore,‘Decision No. 67744

| creates a transmission cost adjustor, which APS may use outside the context of a rate case to pass

through to retail customers the costs of transmission rate in‘creases“. Id. at 9,
~ APS would have the Commission remcdy;anyﬂeamings shortfall on its FERC-regulated assets

through its so-called

‘attrition adjustnkle‘ntsj’ﬁ" Vtha\t“' it builds upon its ‘ftbtalf Co1npany” earnings and

' COVcra‘ge"ra’ti‘Qé:sliqrtfall. [d lelis;l‘k’CSUI'[’kaould' very likely {l‘eadlto dduble recovefy with Arizohé e

s
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ratepayers paying for the same alleged earnings shortfall once through retailrates and again through
FERC transmission rates. This result is hardly fair and serves as an example of the problems inherent
n relying on unaudited “total company” forecasts presented comparatively late in the case.

In addition, because APS submitted these projections so late in the proceeding, they have not |
been subjected to the full rigors of a rate case audit and are therefore unreliable. An examination of
theprocedural schedule in this case will serve to illustrate this point APS’ rate application was filed
on J anuary 31, 2006; thereafter, Staff and 1nterveners were allowed approxrmately 199 days to
prepare drrect testimony. (Apr11 5, 2006 Procedural Order Dkt. No. E- 01345A-05 -0816). During
thrs period of time, Staff issued approxrmately 630 data requests reviewed the Company’s schedules
testrmony, and discovery responses and conducted interviews and on- -site inspections. Because APS’
current rate request was based upon an adJusted historic test'year cost-of-Seryice, the vast majority. of

Staff’s discovery and analysis was focused on “annualized” and “normalized” historic operating | -

results. ~ As a result of Staff’s discovery ‘and‘audit, Staff identified numerous adjustments to the

Company’s adjusted historic test year cost-of-service, several of which have been conceded by the |

Company Very l1ttle discovery or analys1s was drrected to the Company’s post-test- year projections;

for again, the Company s pI‘O_]eCtIOl’lS were not the basrs of its request for rate rehef

APS® rebuttal testrmony, ‘which ’shlfted APS’ ‘focus from traditional Jcost-of-service to
ﬁnancial forecasts;,was ﬁled on September 15, 2006, thereafter Staff and interveners were alloWed
approxrmately 12 days to prepare surrebuttal testlmony Less than two weeks 1s woefully k1nadequate
to conduct the necessary d1scovery and to evaluate 1ssues andrelated data presented for the frrst time
n rebuttal (See Tr. at 4197- 99) As Staff witness Drttmer explamed audrtmg forecasts isa complex
undertakmg that Is susceptlble to as much dlspute as any typrcal rate. case issue. (See Tr. at 4192 95)
Even with. only lnmted time and data, Staff has pomted outin surrebuttal and supplemental testrmony

s10n1ﬁcant problems in the presentatlon of the Company s forecasts S
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C. Staff’s audit shows that APS’ current rates appropriately recover the Company’s

non-fuel costs.

APS claims that the cost of customer growth is greater than the revenues generated by that
growth, thereby causing the Company’s rates to be inadeciuate. (APS’ Br. at 12-13). This claim is
not supported by the evidence. e

1. Transmission Costs.

First, as discussed earlier, it is important to recognize t’hat' transmission cost recovery is a
matter regulated by fERC. | Therefore, if APS believes that its current transmission rates do not
adequately,recover its FERC-jurisdic‘trohal cost-of-service, APS should pursue ‘transmission rate
relief at FERC. If FERC were to grant APS’ request, the Company would be able to pass on the
transmlssron rate increase to retail customers through 1ts transmlssron cost adjustor (See D1ttmer
Supplemental at 9). |

2 Capacity Cr)sts.

Next, it is important to review the structure of the existing PSA as it relates to APS’ recovery

of its incremental generation costs. Demand charges are often excluded from adjustor mechanisms |

because growth in retail sales will often be available to offset the incremental demand costs incurred
toserve new yload‘ (Dittrner Direct Test., herei’nafter referred to as f‘Dittmer Direct”, Ex. S-37 at 11).
APS’ ’existino PSA however permits APS to pass thrOugh not only energy,charges but also demarld
charées (Dlttmer Surrebuttal at 11) The purchased capamty paid for through the demand charges.
replaces the need to bulld generatmg capacrty that would otherw1se be requ1red to meet customer
growth. ]d. APS’ srgmfrcant ;rehance on purchased power contracts to meet its significant growth, n
conjunetioh With its PkSA, pro\\‘/vide great assurance that there is no’ sig’ni'ﬁeant earnings ’attrition for
A‘PVS’ ﬂf‘produetioh function” ‘i’hvestrrient. . G |

Therefore,k,any JattritiOri related to produetion ‘costs ‘(generatioh)‘ is sighiﬁcantly vaddressed

through thej reco‘Veryy of 'demand‘v’charges in the PSA,,‘ and grthh in retail margins is available to a|
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much larger extent to meet cost increases related to growth in distribution plant and to recover cost
increases caused by inflation. /d. at 12. This feature of APS’ existing PSA significantly undermines

APS’ claim that it will suffer attrition. Furthermore, party is seeking to amend this feature of APS’

PSA in this proceeding.
3. Distribution and Other Costs.
APS contends that rate relief related to fuel and purchased power recovery will not be
adequate to allow it to avoid a credit rating downgrade.~ Staff, by contrast, believes that APS’ need

for rate relief is driven by the under-recovery -of fuel costs. (Tr. at 4197-99). This conclusioh 18
supported by the results of Staff’s rate case audit. Jd, at 4178-80, 4197-99. | |

- Staff’s audit shows that, except for fuel costs, rates have been adequate to cover non-fuel.
items. Jd. at ’4178’—80.’7 Staff’s prefiled surrebuttal Vposition, for example, includes an increase of
$193.5 million for fuel costs aud an offsetting decrease of $2 million for uon—fuel items. Id. at 4179.
RUCO’s surrebuttal r)osition, although not idehtica] to Staff’s, shows an increase of $280 million for
fuel costs and a (decrease of $69 millionr for non‘-fuely items.  Id. Thus, the two parties who

customarrly conduct thorough rate case audits have concluded that ex1st1ng rates adequately recover

] the Company’s non-fuel costs. (See Dittmer Surrebuttal at 19). Contrary to APS’ claim, there is

ample and credible evidence that, on a f‘110nnahied” basis, APS is ot experiencing attrition on its

ACC-jurisdictional non-fuel cost of service.
4. ’ “Rate relzef tltat addresses the Company s rising fu’el costs is sufficient relief - |

at this ttme

To summarize, if the source of APS’ alleged under-earmngs is 1ts trarlsmrssron rates, APS
may seek rate relief from FERC ’and may pass through to its retall customers any increases 1r1 &
transmrssron rates through its transmrssron cost adJustor Increases 1n caoacrty costs due to customer. | |
srowth are fully addressed by the structure of APS PSA Wthh mcludes the recovery of demand
charges.j‘ Fmal]y, the St‘aff rate case audrt in thlys, matter shows that, out’srde of fuel and purchased'

g
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power costs, APS’ cost of service has been-—and continues to be—adequately recovered within
existing b‘ase rates. (Dittmer Surrehuttal at 19). | |

" That leaves the recovery of fuel costs, which Staff’s recommenda'tions have generously
addressed. Although the Company’s rate application is premised upon a test year ending September
30, 2005, Staff accepted the Company’s proposal to estabhsh the base cost of fuel and purchased
power byb reference to a forecast of calendar year 2006. (Antonuk Direct Test., hereinafter referred to
as “Antonuk Direct”, Ex. S-28 at 33; Antonuk Surrebuttal Test., hereihafter referred to as “Antonuk
Surrebuttat;’, Ex. S-29 at 2-10). Staff believes that its recomrhended base cost fOr fuel and purchased
power is reasonable, especieily n conjunction with Staff’s proposed PSA. |

- Staff has recommended a number of changes to the PSA, such as the addition of the forward

|| component and the ehmrnatlon of various ex1st1ng features, such as the 90/ 10 sharmg mechanism, the

$776 million cap, and the 4 mil bandw1dth (Antonuk Direct at 33,-37, Antonuk Supplemental at 2-

8). Staff beheves that these modifications will minimize the poss1b111ty for large deferrals in the

Finally, Staff believes that the rating agencies should recognize that the Commission’s actions |
both this year' and last show a substantial degree of regulatory support. A review of the
Commission’s recent decisions regarding APS is instructive:

1) Decision No. 68437 moved up the adjuster reset from April 1, 2006 fo

February 1, 2006. . The reset date was also modified to February 1* for all
subsequent resets. In addition, the $776 million cap was stayed pendmg

the completlon of APS’ current rate case.

2) Decision No. 68685 approved an interim surcharge of 7 rhils in order to
B address APS’ 2006 under-recoverics of fue] and purchased power costs.

'3) Decision No. 69184 approved the contmuatlon of the interim 7 mll :
‘ ‘ surcharge until the completlon of the rate case. SRS

In the :con‘teXt of these'deci‘sions, it is difficult to consider Staff’s propOSed rnodiﬁcations to the PSA

|| as anything but a concerted regulatory response 1o ensure that APS will have an opportunity to timely
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recover 1ts fuel and purchased power costs. Staff also believes that the rating agencies should view

the modified PSA, if adopted by the Commission, as yet another sign of regulatory support.

5. APS’ November 28, 2006 response to Chairman Hatch-Miller’s letter is not a
basis for concluding that earnings attrition is occurring due to customer
growth.

Late in the proceeding, APS produced a letter that is designed to demonstrate that it costs -
more to serve anew APS 'customer than an existing APS customer. The letter'was produced after the
cut-off date for discovery and thus Staff has not had an opportnnity to review the data, calculations,
or assumption underlying the letter. Nonetheless, Staff witness Dittmer noted ‘the following
shortcomings: | |

1) The document appears to have examined growth in gross plant in service
' amounts to serve customers. It fails to capture the fact that, for instance,
net production plant has actually been declining in most years.  The
growth in the depreciation reserve serves to offset the higher costs of new

gross plant added to serve new customers

2) The document fails to recogmze that many expenses remain relatively
o ﬁxed notwithstanding growth in customers and sales.  Thus, the
“economies of scale” have not been considered anywhere as an “offset” to

_ the purported attrition occurring with new customer growth.

3)  There can often be other “offsets” to serving new customers, such as the
- post test year federal income tax savings that will occur with the increase
in the productlon tax credit beginning in 2007. No party has
recommended including these savings within the adjusted test year cost of
service.

4) . The Company s assumptron of the marginal cost of debt underlying new
- plant mvestment is srgmﬁcantly overstated——-by over 100 basis pomts

5) TThe document does not d1stmgursh which gross plant,addrtlons are being
‘added to achieve operational savings. It is reasonable to assume that at
least a portion of the projected plant additions are being constructed to
achieve operatmg expense savmgs—whlch are not mcluded w1th1n the
Company ] response e : :

(Tr at 4174) In short the data contamed 1n thrs letter have not been subjected to

scr utmy However even w1thout the beneﬁt of dlscovely and analysrs Staff has pornted <
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»Staff witness Parcell and another developed by APS witness Avera Id Based upon this ana1y51s

at 4. Staff recommended the mid-point of this range, 10. 25 percent as the cost of equlty for APS.

out many concerns—if not outright flaws—in the document. It should be rejected as a

basis for sunporting the Company’s attrition request.
. COST OF CAPITAL |

There are three steps to determining a ntility’s cost of capital in a rate proceeding:
1) determining the appropriate capital structure, 2) determining the appropriate cost of debt, and 3)
estimating a reasonable cost of equity. As between Staff and APS, the first two steps of this inquiry
are not in dispute.‘ The third step——determining'the appropriate cost of equity——is the cost of capital ;
issue that remains at issue. | |

To estimate the cost iof equity, Staff nsed three recognized methodologies: the Discounted
Cash Flow Model (“DCF”), the Capital Asset Pricing Model (“CAPM”)i, and the ‘Comparable
Earnings Method (“CE”). (Parcell Direct Test., hereinafter referred to as 4“Parce11 Direct”, Ex. ’S-8 at

3. -4). Each of these methods was apphed to two different sets of proxy groups: one developed by
Staff w1tness Parcell concluded that APS’ cost of equity falls. within a range of 9.5— 10 75 percent 1d

‘(Parcell Direct at 4; Tr. at 3251-52).
APS claims that Staff’s recommendation suffers from a “downward bias” that results from
“flawed analys1s.”1 (APS Br at 21- 22) APS also attempts to cast doubt upon the Vahdity of the
DCF method alleging that certain hrnltations of the DCF model make it unsultable for capturing the:
1ong term expectatlons for the utlhty 1ndustry 1d at 20 By contrast Staff beheves that the DCF
model is a useful tool i in estlmating the cost of equity |

F irst it is undisputed that regulatory commissrons across the conntry continue to cons1der and |

iely upon the DCF model (Tr at 3236 37) Indeed each of the three cost of capital witnesses in this

! Staff witness Parcell discusses in detail these alleged eIrors and explams why these ctiticisms are w1thout merit. (See iy
Paicell Sun ebuttal Test. hereinaftei referred to-as Pai cell Surrebuttal Ex S at 5 10). :
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proceeding performed a DCF analysis, although each assigned a different degree of reliance to his

DCF results. While RUCO witness Hill relied heavily upon his DCF‘results, APS witness Avera

almost entirely discounted his DCF results. Staff witness Parcell’s analysis, by contrast, represents a

sort of middle ground: while Mr. Parcell’s cost of equity analysis relies upon his DCF results, he

does not rely upon them exclustvely~. (Parcell Direct at 4, 32; Tr. at ‘3245). Furthermore, although
Mr. Parcell’s DCF results range from 9.0-10.0, his analysis tocused on the upper end of that range,
le, 9.5-10.0, in order to recogmze the addltlonal risk factor posed by APS’ current bond ratrng (Tr.
at 3240 3259 60) Staff’s approach is therefore a measured one, approprrately considering its DCF
results along w1th the results of the other models and the varyrng degrees of APS’ risk. Id at 3259-
60. |

It is worth noting that the DCF results from all three cost of capital witnesses were relatively

close Id. at 2168. Tt is also true that, in this proceedrng, the DCF model produced lower cost of |

equity estimates than that of the various other cost of equity estimation models. The fact that the |

DCEF results are consistently lower than those produced byother models—in and of itself—is not a
valid reason to disregard the DCF results, especially when those results are similar arnongf three
witnesses who do not necessarily share a common conceptual orlentation (See Tr. at 2168).
~ APS argues that “because 1ndustry analysts expect lower returns for ut111t1es the DCF model
becomes unteliable. (See Tr. at 2169). Thls contention is drsputed on the record. For exarnple
RUCO wrtness Hlll reached a contrary conclusmn
We know that the DCF Model is srmply the drvrdends dlvrded by the stock price
plus the growth rate. Well, if investors are really bearish on utilities, what will
happen? = The price will go down....And in that model, dividend over price,
- dividend won’t change but the price gets smaller. That means that ratio will be
larger and the cost of caprtal as 1ndlcated by the DCF will go up. ‘
: ,So Dr. Avera s representatlon to you that the DCF 1S unrehable ie. too low
- because investment companies are bearish on utilities is exactly the wrong advice.

If investment companies were bearish on utilities, the price would go down the
: drvrdend would go up, and the DCF would glve a hrgh number. .
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,'(APS’ Br: at 21 (eh1phasis added) (citations omitted)). ‘As an initial matter, Staff does not agree that
21

| (See Parcell kSlirre'Euttalyzat‘ 2’-3‘),,1‘ ‘, FUrthermofe,VAPS‘OVCrldc)kswoth‘e’:r’ evidence in lithbe record that

Id. Sfaff witness Parcell also disputed the Company’s contention that the DCF model contains a

downward bias, albeit for somewhat different reasons. In his discussion of the effects of overall
economic and financial condiﬁons, he drew the following conclusion:
It is apparent that capital costs are currently low in comparison to the levels that
have prevailed over the past three decades. In addition, even a moderate increase
* in interest rates, as well as other capital costs, would still result in capital costs

that are low by historic standards. Therefore, it can reasonably be expected that

cost of equity models, such as the DCF, currently produce returns that are lower

than was the case in prior years.

(Parcell Direct at 12; see also id. at 9-10).

Even aside from the DCF model, APS claims that it has demonstrated the alleged “downward
bias” in Staff’s cost of equity estimate by reference to various industry benchmarks. (See APS’ Br. at
21). Specifically, APS’ brief cites the following sources:

[T]he rates of return on common equity authorized electric utilities by fegulatory

commissions were /0.69 percent for electric utilities in the second quarter of 2006

and /0.57 percent for the year as of September 15, 2006. Using the groups of

_firms identified as most comparable to APS by Mr. Hill and Mr. Parcell, the two

groups of firms were authorized on average ROE of 70.89 percent and 70.91

percent respectively. Second, Value Line reported as of September 1, 2006, that

electric utilities as a whole are anticipated to earn a return of at least /0.5 percent

- from 2007 through 2011. And Lehman Brothers projected that in 2007 the

electric utility industry would be granted allowed rates of return that averaged -
- 11.3 percent in order to keep pace with the market as a whole.

re‘ferenc’e to these alleged “Behchmarks” is hecessarily helpful or relevant to determining APS’ cost
bf cyapi‘tal., (Sée‘Pércgll Surrebuftél at 4). "Sett’ing ﬁhose éoﬁéerﬁs aside’,‘howevker, itvirs nonetheléss
curious that APS Would éiaim that these “benchrharks” somehow undefminé "Skt’afif’ s cost of equity
estimate‘.r All excéiat one /(1‘1_‘.’3) are in ﬂblie mid to upper ’teyns :(10.69, 10.57, 10.8’9, 140‘,91, 10.5); for the '

most part, they are closer to ‘Sta‘ff‘s‘est‘imate‘d, cosf ‘_cjf"equity (10.25) than they are rtoj APS* (11.5).

suggests that APS 5»0wn investment advisers ‘expe:c’“t_;a return on the broad stock market that is “well | -

s
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below” ten percent. (Tt. at 2054-57). This information is consistent with Staff witness Parcell’s

conclusion that, due to the current level of capitall costs,k cost of equity models are likely to produce
results that are low by historic standards.‘ (Parcell ’Direct at 12; Parcell Surrebuttal at 5).

One may be tempted to conclude that Staff’ srecornmended cost of equity estimate is identical
to that adopted for APS in its last rate oase and therefore merely maintains the stattus quo. Staff
witness Parcell, however, explained why this conclusion is incorrect:

Q. Your recommendation, sir, of a return on equity of 10.25 percent is the same
as the company’s allowed rate of return at the present time; correct?

A. Yes and no.
Q. It’sa sirnple question. Yes?

A. It’s yes and no, because the rate of return is the overall rate of return. The
10.25 percent agreed to in the 2003 case, which was settled in 2005, was
based upon a common equity ratio of 45 percent and a cost of debt of 5.8
percent. The cost of debt has gone down to 5.4, and the common equity ratio
has gone from 45 percent to 54.5. So the other two components have both
moved [in] [sic] the company’s favors since that time. So the mdintenance of
10.25 with a Jower cost of debt and a higher equity ratio is an improvement.

Actually, in the calculation 1 think it’s a—7.8 was the rate of return agreed to
last time, and 1 recommended 8.05. That’s 25 basis points higher than total
cost of capital 25 more bas1s pomts than total rate base, and that s real
money
(Tr. at 3285-86).
- APS also claims that Staff has ignored the principles of Hope and Bluefield. As discussed |
earlier, Staff disagrees with APS’ assertion that the Corninission 1s legally required to consider

financial projeotio.ns in order to satisfy the ‘pxinciples of Hope and Blueﬁeld; Nonetheless a review

of Stafi’s testnnony clearly demonstrates that Staff considered these pnnmples n developing 1ts

1ecommendations (Parcell D1rect at 6 8 Tr at 3258 62, 3265 69 3273 84) APS also argues that :

Staff falled to con51der the potential 1mpact of its recommendations upon the Cornpany s bond rating

Contrary to AP"S‘ assertions,v, Staff w1tn’ess‘ Parcell clearly cons1dered APS’ current ratings as well as

14
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various rating agency statements in arriving at his recommendation. (Tr. at 3270-711; 3282-88;
3291-92; 3294-3303; 3305-06).

APS contends that Staff’s recommendation is inconsistent with the‘testi’mony of Staff witness
Rogers, which was filed i‘n a recent case. In his surrebuttal ~testimony\, Mr. Parcell addressed these-
allegations:

[M]y review of Mr. Rogers’ testimony reveals to me that our conclusions are very

similar. In his testimony, Mr. Rogers recommended, for Paradise Valley Water

Company...a return on equity range of 9.6 percent (DCF results) to 10.0 percent

(CAPM results) plus a 0.6 percent “upward financial risk adjustment” which was

designed to recognize the financial risk associated with the 36.7 percent common

. equity ratio of the utility. In the case of Paradise Valley Water, the subject utility

had more leverage and thus financial risk than the proxy group. In the case of

APS, on the other hand, the opposite situation occurs, since APS has a higher

equity ratio and thus less financial risk than the proxy group.

(Parcell Surrebuttal at 11). APS cites limited portions of Mr. Rogers’ testimony, thereby overlooking
the fact that Mr. Parcell’s 10.25 percent recommcndation for APS is quite comparable to Mr. Rogers’
10.4 percent recommendation. d. at 12.

Finally, Staff notes that APS’ recomriner\xdyed 11.5 percent cost of equity includes an
adjustment for flotation costs. Speciﬁéally, APS has increased its cost of equity estimate by twenty
basis points as a flotation cost adjﬁstment (Parcell Direct at 37). Staff opposes this adjustrhent. A
utility should only be allowed to recover from ratepayers its actual and quantifiable levels 'of issuance |
costs. /d. APS has not demonstrated that it has actually incurred any issuance costs. Id.

In addition, the market-to-book ratios of Dr. Avera’s’ electricity distribution grdup are
sufficiently high as to make a flotation ,adjuStment unnve'cessaryr and inapprbpriate, becausé ’any |
common stock issuance Wouid acytually‘ increase 'bobk value of existing stockhOldersy. Id. Finally, the
revenué requirement impact asso¢iatéd with APS’ ﬂot‘abtfion','rcc/)st adjustment is nearly $8 million

annually. /d.  As Staff witheSs Parcell noted, this is an ‘exéessive‘level of flotation costs for

rétepkaye‘rs; to bear, Id

15
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In summary, Staff’s cost of equity estimate is based 'upon recognized models that were
applied in a measured and reasonable manner. The Commission should therefore adopt Staff’s
recommended cost of equity for purposes of determining APS’ rates.

III.  PENSION EXPENSE

As Staff witness Dittmer explained, layering APS’ proposed ﬁverear accelerated “catch up”
adjustment on top of the FAS 87-determined pension expense, which already incorporates a “catch
up” provision, will likely lead to a double or over-recovery of the underfunded pension liability. FAS
87 effectively includes a “catch up” provision for situations wherein the trust fund significantly
underperforms relative to earlier projections or when other previously expected assumptions change
over time. In fact, a signiﬁcant‘element of the Staff—proposed'FAS 87-determined pension expense
consists of such a “noted “catch up” provision. Thus, if rates are established based upon FAS 87-
determined pension accruals—as Staff recommends—the presently-calculated shortfall will be
recovered over time, albeit not’ov'er the accelerated five-year period that APS recommends.

In its brief, APS presents a number of arguments in favor of its proposal to accelerate the
recoifery of pension expense. None of APS’ arguments, however, convincingly explains how APS
plans to address the regulatory liability that its proposal will create. Staff witness Dittmer described |
this issue in his‘test'imony:
I'still have problems with just how the company’s plan wduld even work, how it
could mechanically work.  Where are you going to get the cash to refund
customers7 :
; You can see the money going into the trust. No doubt about that. 1 believe your
accountants and Mr. Brandt have testified that if the company’s proposal is
’ ‘adopted, you increase the expense for regulatory purposes, you increase the check
~ that you write to the pension trust. I understand that for the first five years.
That’s pretty easy. 5 S - ‘
Now we get ready to refund the customers. You can 't take the money out of the
trust.  You got to take it from someplace else. And the company has alr eady

‘complamed about cash flow pr oblems. This proposal doesn’t help anything in the
e short run, the Jiv ve—year perlod and i exacerbates the cash ﬂow problems in yeais
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6 through 15, in my opinion, from what I’ve seen so far. I do not know how you
cannot create a cash flow problem with this proposal.

‘(Tr. at 4217-18 (emphasis added)). APS’ proposal will not improve its cash flow position in the short

term, because APS has committed to funding its pension trust with the incremental rate recovery that
its proposal Would generate. APS’ proposal will also worsen its cash flovtf position in the long term,
because APS will have to refund the regulatory liability to its customers. APS’ proposallis not in the
best interests of either the Company'or trits' customers, and the Commission should therefore rej ect it.
IV. CASH WORKING CAPITAL

Staff and APS disagree over the cost-of—service elements that should be reflected in the cash
workrng capital calculation. APS contends that both depreciation and deferred taxes generate
additional i’nvestment that should be reflected inrate base as part of the allowance for cashworking
capital. (APS’ Br. at 42). APS ’also contends that interest expense ,should be excluded from the
development of a lead-lag study. Id. Finally, APS opposes Staff’s exclusion from the lead-lag study

of the amortized expenses of pre—paid insurance costs and nuclear fuel. Id. at 44,

A Depreciation and Deferred Taxes.

Both depreciation and deferred taxes are non-cash expenses. Neither requires APS to make a

cash outlay in order to meet the dayéto-day expenses incurred in‘providing utility service APS

argues that there is a gap between the time When customers are credrted for their payment of thesek

expenses and the time when customers actually pay for them. (APS Br. at 42). But APS 1gnores the
fact that this * gap 1s a phenomenon of regulatron In other Words APS’ credltlng (through a rate
base deduction) of customers payments of these expenses does not requrre an -actual cash outlay
This pomt is well 1llustrated by the arguments set forth in RUCO s brref in thrs matter
i APS arguments lack ment as they both are based on the erroneous assumptron
that a lead lag study and the resulting cash ‘working capital requirement is
- intended to measure regulatory lag. In fact, the purpose of a lead lag study isto

measure the period of time between when service 1s rendered and When cash 15
- recerved or drspersed . : i :
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APS claims that depreciation should be included in cash working capital because
“rate base is reduced during the benefit period when the expense is incurred,” but
depreciation is recorded some 37 days before APS recovers the revenues related
to depreciation. However, the premise on which APS’ argument is based is
flawed. Rate base is not reduced each month when depreciation is booked.
Rather, rate base is a purely regulatory concept, and is recomputed only at the
time of a rate case. Thus, when APS books depreciation expense in October
2006, it does not result in an immediate decrease to rate base and does not result
in a lower revenue requirement in November 2006. Instead, the revenue APS
collected in December 2006 was based on the undepreciated plant levels as of
December 2002, the end of the test year in APS’ last rate case.

(RUCO’s Br. at 10-11 (emphasis in original) (citations omitted)).‘

Furthermore, assurning for purposes of argument that the lead-lag study were expanded to
analyze the collection of “de’preciation’expense,” it should also' symmetrically and equitably be
expanded to consider the lag in the payment of construction expenditures. If the study were thus
expanded, plant in service/rate base would be reduc‘ed’ for the construkction expenditures recorded as
“gross plant in service;’ at ’test-year' end that have not yet been “paid for” by APS. Stated simply,

APS cannot selectively choose to expand the study to consider “non-cash” expenses, such as

‘depreciation and deferred income tax expense, unless it is willing to consider “offsets” to such

eompohents, such as test-year end plant in service notyet“‘paid for"’ by APS.

In considering thisissue, rt is helpful to recall the deﬁnition of \cash ‘working’ capitalz cash
working capital is defined as the amount of cash needed by a utility to pay the day—to-dayexpenses '
rrlcurr‘ed n providing s'ervice as compared to the tirhing of the utility’s collection of revenues for :
those services. (Drttmer Dlrect at 33 36) Therefore the items that appropnately fall w1th1n the

scope of a lead- lag study are those transactlons that 1e1ate to the day-to -day payment of expenses |

mcurred n provrdmg utility service. Id. at 33,; 36-37. Nelther depreciation expense nor deferred

income tax expense meets this definition; therefore, the Commission should exclude these,i’tems from

the calculatiohofcash working capital. -

8
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B. Interest Expense.

The ratemaking formula provides for fhe recdvery Qf interest expense. (Dittmer Direct at 43).
Ratepayers pay for service on a monthly basis, yet tﬁe periodic payment‘of interest expense to debt
holders typically occurs at somewhat extended intervals, i.e;, quarterlyy’ or semi—anﬁually. Fairess
requires the lead-lag study to recognize that thé Company has the use of these funds for the extended
peﬁod between their collection from ratepayers and the Company’s payout of interest to debt holders.
Id. For these reasons, Interest expehse should be ‘included’ in the léad—lag study.

APS argues that, if the lead-lag study considers interest expense, then it should also consider

the flag’ ih the receipt'by equity investors of their return. (APS5 Br; at 43). In fact, as Mr. Dittmer

noted in his direct testimony, common stockholders are typically paid dividehds quartérly after the
company has “earned” such return. If the léad-lag study were to be e‘xpanded’to consider the lag in

the payment of dividends, the result would be an even larger rate base deduction, not a smaller one as

I suggested by APS. Thus, Staff’s approach of only including interest expyanse in the lead-lag study—

consistent with all Commission decisions on this issue for at least twenty years—is, if anythihg,‘
conservative and should be upheld.

C. Amortized Prepaid Insurance and Nuclear Fuel Expenses.

Staff has excluded amortized prepaid inSurance and amo’rtizerd nuclear fuel expenses from the k
lead-lag study because they afe non-cash expenées. Accordingly, they should be éx‘cluded from the
lead—lag study for the same reasons that other non-bash expenses should be excluded. ’(See‘Dittmer

Direct at 33-42).

D. Arizona Precedent.

: - Finally, it is worth noting that the »Comvr,rkli’ssi’oyn has uhambiguou_sly coﬁcludéd ﬂmt rién—cash
items, subh as d‘epreéiation eﬁpeﬁée :~a11(i‘vd!cf§fr§d‘tax eXpense, should be eXcluded’ from léad—lag
studies. “Thé »‘Comi:’niss’ion"ha’s al‘éo “co'nc‘luded%ju"st‘ és ’unambiguouélyyy—thét interest expensé should
be ’includé’d m leéd-lag stud1es ’(Se'ek i)itf;‘rriér Dnectat 28“,-’29). 'Flkl,rthérmor'é,; "the'COﬁipaﬁ’yfhés‘ﬁot
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offered any new arguments to explain why these issues should be reconsidered. Staff recommends

that the Commission follow its established precedent and adopt the adjustments to APS’ lead-lag

study proposed by Staff.

V. INVESTMENT TAX €CREDITS
’ The investment tax credits (“ITCs”)’ at iesue in this proceeding fesult ﬁom APS’ 'ﬁling of
amended federal ikncome tax returns. (See Dittmer Direct at 100). ’ Speeiﬁcaily, these prior federal
income tax returns wefe amended in’ order to claim additional ITCS related to plant that had been‘ '
constructed in the mid to late 1980s. Id. ‘During the diseovery phase of this proceeding, APS
descfibed the tax return associated with this issue as expected and imminent. fd. at 103. -
Staff has proposed tﬁat the Commission recognize as a rate base offset all of the unamortized
ITC balance related to plant not fully'depreciated. (Dittmer Surrebuttal at 43). The 'descriptien of
and rationale for this adjustment are fully addressed in the testimony of | Staff witness Dittmer. (See
Dittrnef Surrebuttal at 43-45). |
~In its brief, APS implies that the Commiésion has disposed of this issue in:a prior decision;‘
(See APS’ Br. at 45). ’Decision‘ No. 58644, 'which adepted a 1994 settlemeﬁt agreement, provided
that thethen-remain‘ing (i.e., as of 1994) 'unérhortjzed ITCs rel‘ated to years before 1991 Would be |
fully amortized below theline over the subsequent five years. (SéevDittmer Direct at 1’0’5).1 APS ’nOW
argues that ‘the Cofnmiséion’s 1994kdecision,‘ Which addressed then-‘remai’ning unamoﬁized ITCs, |
somehow anticipated and dealt witﬁ the Utreatrmen‘t of the ITCs at issue in tlﬁs ' pro‘ceedin’g‘,’
éipprexilnately twelve yeérs 12iter. '
" Staff witﬁess Dittmef anticipated APS ’ afgumellt in his direct testimony: | ;
]zk is pOsSible that if thesé "recently ‘claim‘ed'I,T Cs had beéﬂ known and quaﬁiiﬁed at
the time of the 1994 agreement that such ITCs would have simply been lumped in

with other unamortized ITCs on APS’ balance sheet existing at that time and
‘amortized over the same five year period as other ITCs existing at that time. e
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In light of all the uncertainty surrounding how these ITCs might have been
recognized in prior regulatory proceedings, the di minimus amount at issue, as

- well as all the other arguments for and against ratepayer participation in benefits
from the transaction, I am recommending that the costs to achieve the ITC saving
be deducted from the total revenue requirement benefits expected to be realized. I
am proposing that one-half of the remaining benefits or savings resulting from the
transaction be used as a rate base offset—as had been the precedent for ITCs prlor
to 1994. ' : :

1d. at 105-06 (ernphasis added)). Staff witness Dittmer subsequently amended hisrecornmendation
somewhat in order to avoid any possible Internal Revenue Code normalization violations—the only
argument raised byr APS on this issue within its rebuttal testimony.

| As a result of the revision to Staff’s original 'adjustment to eliminate a possible violation of

IRC normalization requirements, Staff has recommended 1n surrebuttal that far less than half of the

newly-determlned ITC savmgs be allocated to ratepayers. (Dittmer Surrebuttal at 43). Thus Staff’s

,surrebuttal testimony recogmzes the uncertalnty surroundmg p0551ble IRC normahzatlon violations

and proposes a regulatory treatment that is very generous to the Company but nonetheless provides
some beneﬁt to ratepayers. Staff’s proposal on this issue isreasonable andshould be adopted.
VL | BARK BEETLE REMEDIATION i

“In its brief,' APS correctly notes that the ‘disputes regarding recoveryr of bark beetle
renredratron costs relate to the time perrod over Wthh the Company may defer these costs. (APS Br.
at 53) APS contends that the plarn meaning of Decrs1on No. 67744 authorrzes the Company to defer

bark beetle remedratron costs beginning J anuary 1, 2005, a full three months before that decision was

‘issued. APS’ construction of Decision No. 67744 requires a retroaCtiVe application of that order

APS, however, has not—because it cannot—ldentlfy any provrsron in that dec1s1on that expressly .
1nd1cates that the Commrssmn 1ntended retroactzve apphcatlon

APS 1e11es upon the portron of Dec1sron No 67744 that allows it to defer reasonable and‘ |
prudent dnect costs ot bark beetle rernedratlon that exceed the test year levels of tree and brush
control."f" U:"srng the crted'text, ,APS goes ’on to argue that “the ,language i‘ndicates that a full year of | =
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cost recoyery was intended.” Id. at 54. The plain and simpfe fact is that APS has clearlyrdeferred
even more than a full year of bark beetle remediation costs——heginning in April 2005 and as.
projected through the end of 2006. -

Ultimately, the Commission can tell the parties what it intended within the language of
Decision No. 67744. As Staff witness ’Ditt‘mer testiﬁed; f‘in all my years of negotiating and reviewing |

the impact of accounting deferral orders, I do not ever recall an order being appliedretroactively from

the implernentation date of the order unless explicitly set forth within the order.”  (Dittmer

Surrebuttal at 41 (emphasis added)). Itis noteWorthy that APS has not disputed this claim, nor has it

provided any citation to suggest that it has ever observed the retroactive application that it seeks in

this case.
VIL SUNDANCE UNITS
APS has 1ncluded in its cost of service the operatlons and ‘maintenance expense assocrated

with its recently acqurred Sundance Cornbustron Turbine Umts (“Sundance”) Staff opposes the
recovery in rates of certaln estrmatcd Sundance O&M expenses that 1nd1sputab1y wrll not actually be
1ncurred for many years into the’future. (Dittmer Direct at 95). |

Staff 'acknowledges that ‘APS generally norrnalizes‘ maintenance costs for its rnature
generatrng umts by calculatrng a multi-year historical average of such costs, adjusted for 1nﬂat10n
over tnne to arrive at a norrnahz‘ed level of maintenance expense Id at 98. APS clarms that this | ‘.

method is akin to a “long—accepted Arizona regulatory practrce and that Staff has not offered any

reason to reject it (APS’ Br. at 56) This cr1t1c1sm is 1naccurate Staff has spec1ﬁcally and
repeatedly 1dentrf1ed the ratronale underlyrng 1ts Sundance adJustment the rnarntenance costs in |

question wrll not actually be mncurred for many years 1nto the future——well past the time when rates

set in this proceedrng are lrkely to be m effect (Drttrner Drrect at 95- 100)
APS also clarrns that Staff s approach to PWEC marntenance costs is 1nconsrstent Wrth its

appr oach to Sundance marntenance costs Specrfrcally, APS notes that Staff has not Ob_] ected to APS’
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proposal to recover one-twelfth of its twelve-year forecast of maintenance expenses for PWEC. APS

fails to note, however, that it has used a unique approachfor normalizing Sundance rnaintenance
expense. Speciﬁcally, APS reaches far into the ruture to lnCorporate planned Sundance maintenance
expenditures when developing its Sundance normalization adjustment. For the PWEC units, APS
admittedly uses a twelve-year forecast, but importantly, APS is already incurring a portion of such
maintenance expense. The PWEC situation contrasts factually ‘with the Sundance situation, wherein
again Staff notes that the maintenance expenditures will not occur until many years in the future.

In testimony, Staff witness Dittmer described the risk for double recovery that APS’ proposal
presents. Id. at 98-99. If this proposal were adopted, the Commission creates the risk that ratepayers
\yillpay for these costs both now and then again through future rates. (Dittmer Direct atp 99; Tr. at
4224-25). If the Commission were to accept APS’ proposal,.it should at/least require APS to
recogniZe as a current period’ expense amounts collected in rates for Sundance’s non-routine
maintenance expense and to ’concurrently establish a regulatory liability on its balance sheet.
(Dittmer Direct at 99; Tr. at 4226) This accounting treatment will ensure. that ratepayers wrll not be
charged twice for the same expense (See Dittmer Drrect at 99- 100)

VIII LOBBYING EXPENSES k

Pur suant to the Federal Energy Regulatory Commtssron (“FERC”) Un1form System of
Accounts (“USOA”) utlhtles are requrred to record lobby1ng costs below the llne where there is a
presunlpnon of non-recovery. (Dittmer Direct at 114-15). In thrs case, contrary to USOA gurdehn‘es,

APS »charged a number of its lobbying cOstsabove the line toiadministrative and general eXpense

k accounts and these lobbymg costs were therefore 1ncluded in its proposed test year cost of service.

Id. at 116. As the Company 1tse1f states in its post hearrng br1ef “f t]he Company ztself already’ ‘k
allocated certaln costs between ‘below the- hne lobbylng actwltles for which the ‘Company 1s not

seeking recovery,and above-‘the—lrne Pubhc Affairs 'actrvmes e .y” B (APS Br. At 69 (emphasm c
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added)). It is inappropriate for the Company to disregard the requirements of the USOA by recording

these costs in this way.
APS is required to record all lobbying costs below-the-line, and its disregard of this
requirement should be distur"bing.} (Dittmer Direct at 114). Recording lobbying expenses properly, |

i.e., below-the-line, does not preclude APS from seeking cost-of-service recognition for them in this

or subsequent rate cases. Id. at 117. It does, however, require APS to propose a specific adjustment

to its operating income in order to seek rate recovery of these costs. Id. Proper accounting of these
costs will ensure that expenses that are presumed to fall outside of the Contpany’s cost-of-service are
not hidden within inappropriate accounts, thereby placing the burden upon Staff auditors to uncover
them. For these kreason’s, the Commission should speciﬁcally recognize that APS has failed‘ to
reco gnize the requirements of the U"S‘OA and should order APS to appropriately comply yvith these
requirements. |

APS alSO argues that the Cyommisslon should permit it to recover certain lobbying expenses‘ 1n
rates. APS cites certain previous Cornrnission orders to support the argument that vthe Commission
has previously allowed lobbyingexpenses lnrates if the “utili‘ty‘YCan demonstrate that the lobbying

benefits ratepayers; The cases that APS cites, however, address membership dues or trade induStry

dues and are therefore not precisely yon point.

Staff contends that lobbyrng expenses should be dlsallowed as a matter of regulatory pohcy
(Tr. at 4230 34) Staff Wrtness Dittmer explatned the reasons  for this Well estabhshed policy:

[U]tlhtres\are unique in that they have a certain requrred service, a regulated ‘
service that’s not provided by other providers. They wield great power in that
respect. - And, therefore, as a matter of regulatory policy, I don’t think that they
should be encouraged to lobby by 1nclud1ng that expense in the cost of service.

' Now adrmttedly some lobbyrng arguably helps ratepayers, but to try and
- distinguish what is good lobbying versus bad lobbying becomes a very difficult
- task. And even so-called good lobbying for ratepayers sometlmes comes at a cost .
to other taxpayers, other constituents, other contractors. : '
So just as a matter of regulatory pohcy, 1 say JU.St say no to lobbyrng expenses‘ ‘,
1ncluded in the cost of service: ~ ‘

o4
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(Tr. at 4231). The Commission should follow this established policy and excludé lobbying expenses

from APS’ rates. |
IX. INCENTIVE COMPENSATION

APS claims that the 'incenti‘ve compensation issue should fokcus upon whether APS employee
cbmpensation——as a whole—is reasonable, not how that ’compehsation is determined. (APS’ :Br. ;t
74). This argument overlooks the fact that the means"of determining compensation has a substantial
effect upon employee behavior and management‘decisions.

Ratepayers should not have ﬁo bear costs that‘ do not have any associated’ratepayer beﬁeﬂt. It
is undeniable fhat APS’ stock-based incentiVe compensation plan kis aligned with stockholder—fnot

ratepayer—interests. (Dittmer Direct at 107-08). The specific terms of APS’ stock-based incentive

compensation programs are driven by the financial performancye of Pinnacle West, rather than the

operational performance of APS as a public utility. Jd. at 108. Enhanced earnings levels can

‘sometimes be achieved by short-term management decisions that are not in the interests of ratepayers.

Id. at 111. The Commission should therefore adopt Staff’ s proplosed disallowance of the costs of |
APS’ stock incentive compensation program. :

APS witness Mark Gordon testified in supp‘ort of APS’ oVerall compensation pro‘gram’,
including its stock compensation plan. The alleged benefits of the Company’s stock compensatioh
plan identified by Mr. Gordon are cited within the Company’s brief. (APS’ Br. at 74). Mr. Gordon’s
testimony in a recent Puget Sound Energy, Inc. (“Puget) rate rcase ’con‘\[ained observations about |
incentive plans that are based entirely upon financial performahce. : Sp’eciﬁca‘lly, Mr. Gordon’s Puget
testimony contains the following statements:

~ PSE’s Goals and Incentive program is more detailed in the'spe(’:iﬁcityof financial
- and non-financial goals and better communicates the linkage of goal attainment
with incentive award opportunity than the majority of broad-based incentive plans

at other companies. = Very often, broad-based incentive plans are solely tied to

- company edarnings with no variation for business unit or team performance, and =
no link to customer and/or service reliability objectives. These types of plans act

25
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'more as an end of year” bonus” than a motivational “pay for performance”

system driving specified behavior.”

(Ex. S-4 at 7 (ernphasis added)). Mr. Gordon’s disparaging remarks about incentive compensation
plans “soiely tied to company earnings” perfectly describe APS’ stock compensation plan.’

Also of interest, Mr. Gordon’s i’uget testimony ernphasizes that Puget has a stockfbased long
term irrcentive plan using common shares of Puget Energy l stock, similar to the APS stock
compensation plan at issue in this proceeding.‘ However, ‘Mr. Gordon’s Pu‘get testimony
acknowledges that Puget’s stock—based compensation is funded fully by’shareholiders and is uot
included within Puget’s proposed cost of seryice. Mr. Gordon’s testimony from the Puget case
appears to support Staff’s incentive cornpensation‘ adjustment. |
X PROPERTY TAX EXPENSE

APS-argues that the Cornmrssron should reJect RUCO’s property tax adJustment claiming that -

_rates set in this proceedrng should be established by con51der1ng property tax expense amounts

expected to be pard in 2007. Staff continues to support RUCO’s property tax adJustment over APS’
objections. | |

In support of this adjustment, Staff notes that APS proposes to reﬂeet only 2007 property tax
expense Throughout this proceedmg, APS has continually remlnded thrs Commrssron of the hlgh |
Urowth in its service territory in sales. APS, however fails to propose any mcrease in margins to the
2007 time perrod that would offset an increase in pl‘O_] ected property tax expense. |

Furthermore APS is inconsistent in its position on. property tax expense versus income tax
expense. Specrﬁcally, APS opposes an adjustment to 1ncrease the productron tax credit that is known-

to occur in 2007 that will result in lower federal income tax expense—by an amount that is nearly

: 1dentroal to the amount of the RUCO property tax adjustment Stated srrnply, APS cannot credibly

argue for 2007 property tax expense 1evels whrle sunultaneously argurng agamst known reductrons in
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federal income taxes. RUCO’s proposed property tax adjustment is reasonable and should be

accepted.
XI.  PALO VERDE ISSUES

A. APS documents and NRC evaluations are virtually the only source for

~determining the level of the Company’s knowledee about the details of its
performance. ' v

During 2005, the Palo Verde Nuclear Generating Station (“Palo Verde”) experienced a total
of ’ele‘ven planned and unplanned outages. - Of these outages, Staff identiﬁed four as imprudent.
(GDC Report, hereinafter referred to as “GDS Report”, Ex. S-45 at 2). APS is therefore responsible
for these outages, and ratepayers should not have to bear their costs.

| The Companyi claims that Staff’ s analysis ilnproperly relies upon NRC documents, INPO
evaluations, an’d Company rcot-cause reports. The Company centends that these sources analyze
Palo Verde’e operations with the benefit of hindsight and are therefore irrelevant to determining
V\rli‘ether APS Was imprudent. HoWever, as Staff witness Jacobs testiﬁ/ed, these reports prO\ride vital
co_ntemporaneons evaluations by the respectiveyentities that produced rthern. : (Jacobs Surrebuttal
Test:.,‘ hereinafter referred to as ‘Y‘Jac‘obs Surrebuttali”, Ex. S-48 at 15). ‘R’eports such as theseare
routinely considered in prudence evaluations bya Variety of reguiatory commissions_ 1 ]d

FERC has relied on both NRC and company documents in determining the prudence of
nuclear plant outages: | k

' The Company is correct that these NRC findings do not translate directly into a
finding of imprudence from an economic regulatory perspective... But at some
point, surely, a great number of NRC negative comments about a particular
plant’s management and operations. and admissions by Company managers to
such conduct become inconsistent with the notion of a prudently managed nuclear
plant from any perspective, including economic regulation... [and] these negative
comments from nuclear safety regulators ... also provide evidence that can and
-should be used in reaching an economic regulatory judgment about the prudence
of management conduct. ~ Reny ~ s S S

Hokk
While, considered alone, the admissions of the Company managers about their

shortcomings and weaknesses are not quite a confession of imprudence.... They
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~nevertheless provide strong evidentiary support for a finding of imprudent
management.... It would take tortured logic, indeed, to conclude that the NRC’s
hyper-critical comments about the Company’s management of the plant and the
Company’s own admission of significant failures and shortcomings described in
this report are consistent with reasonable and prudent managerial conduot from
either a safety or economic regulatory perspectrve ‘
Connecticut Yankee Power Co.f, 84 FERC Y 63, 009, 65, 110-11 (1998). Clearly, it is reasonable to | |
review documents prepared by the Company or the NRC to determine what the Company knew when‘;
the relevant events occurred.

These evaluations provide a picture of the operations and performance of Palo Verde going

into 2005. By all accounts, as Palo Verde entered 2005, it was already experiencing a decline in

performance and over the course of 2005, Palo Verde’s performance continued to decline. (Jacobs

Surrebuttal at 2-3). The result of the INPO review was a level 3 ratmg, a mark that the Company
concedes does not reflect well on the plant s performance (Tr. at 5161- 5162) In response, the
Company initiated ‘a program to improve its performance, the Performance Improvement Plan
CPIP). | |

| The NRC 1ssued a Mldcycle Review and Inspectron Plan for Palo Verde on August 31, 2006
Within the report, the :NRC identiﬁed several problems and issues related to Palo Verde’s de_chne n
performancer Speciﬁcaliy, the report indicated that !
pro grammatic goals for completion of problem evaluations, consistent ’with’
industry standards were routinely not met. Ineffective and incomplete corrective

actions led to a number of repeat problems that could have been prevented.

(See Jacobs Surrebuttal at 8). The report also expressed a‘concernabout an _apparent

| tendency within the Company to permit corrective responses to lapse:

~ The inspectors noted instances where corrective actions were closed without
completion, where repeat events occurred because of slow or meffectrve
“ corrective actlons , : '

(See Jacobs Surrebuttal at 8, n5) o
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These factors are relevant to the evaluation of the four outages identified as imprudent by

Staff witness Jacobs. 'In addition, these various documents also supply a framework for scrutinizing
Palo Verde’s operations for purposes of determining whether a nuclear performance standard is
warranted.

B. The Emergencv Diesel Generator Governor Failure (March 18-21).

~ The Company seems to claim that, because its actions did not directly precipitate the
condition leading to the outage, it was not imprudent. (APS’ Br. at 164).  The Company lists three
probable direct causes for the introduction of the rust that caused the governor to fail. Id. Staff, -

however, believes that the Company failed to care for this equipment with the appropriate degree of

care. (GDS Report at 23-24).

| As Staff witness Jacobs explained storage of the unitwith oil inside it could haveprevented
the rust. Id at 24. Indeed, the Company acknowledged that storing a governor unrt with oil in the
1eservorr would coat the internal parts and prevent rust (Tr at 5139-5 140) This simple and low cost ‘,
measure could have been adopted thereby preventmg the outage

’ - APS argues that it had no reason to take thrs measure because it had no direct evrdence that
rust was forming in the governor. (APS’ Br. at 165—6\7; Tr. at 5048-49). Staff contends that this
position 1s unreasonable given the importance:of the emergency diesel generators. ~The EDGs are
necessary in the event of an emergency shutdown due to-loss of off-site power (Tr. at 5\140)

Accordrng to NRC regulattons APS is requrred to shut down the unit if both EDGs are moperable

Il (See Tr. at 5041). Certarnly, APS knew that the loss of an EDG over an extended penod would

require a shutdown. Because each unit ‘requires both EDGs to be operablein the event of a loss of
off—srte power “and because the loss of an EDG for extended perlods requrres shutdown of the |
affected unrt (Tr at 5041) it 1s clear that APS did not treat the EDGS wrth the degree of care

appropnate to the sronrﬁcance of thls partrcular prece of equrprnent (See GDS Report at 24)

29
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Flnally, Staff acknowledges that’ this event took place before the PSA became effective;

therefote, the costs associated with this outage are not relevant to the PSA. (See Tr. at 5274-76).

C. Unit 1 Reactor Trip and Outage’Extension Due to Operator Error (August 26-28,
2005). ~

- In its brief, the Company claims that the intervening choices of one of its employees

supersedes managerial oversight. (APS’ Br. at 160-61). This argument is not persuasive. It is the

{ Company’s obligation to manage and oversee the conduct of its employees, and it ultimately must

bear responsibility for the consequences of their choices. The NRC was clear that there exists a
problem at Palo Verde ‘regarding communication between management and personnel:

These concerns were associated with not having sufficient personnel to
- accomplish long-term improvements, a loss of trust that management would not

subject the staff to negative consequences for raising issues, some confusion

‘about when to place an adverse condition into [the Company’s] corrective action

program, and a decrease in confidence that the corrective action program will
adequately address problems

(Jacobs Surrebuttal at 8 (emphasis added)).

As Staff witness J acobs explained, Palo Verde’s management knew that employees belieyed
that the digital feedwater conttol system‘dld not‘operéte co\rrectlyl Id. at 22. kD’uring 2005; the
Cornpany had numerous opportunities to observe this phenornenon as it ex'perienced an nnusual
numl)er of reactor startups. Id. at 22;23’. | The Company understood that'akcomkrnon mindset of
anticipated system failure existed, yet the Company failed to take the ’steps necesseryto elinlinate this |
mindset. ~ This failure to address, a known problem supports the conclusion that this ontage is
imprudent‘. | ’

_11 Unit2 and 3 Refuelmg Water Tank Inoperabllltv (October 11-20, 2005)

ln its opemng brlef the Company focuses on the dlstlncuon between a statlc evaluation of
the issue as opposed toa dynarmc ‘one. The Company should nonetheless have antlclpated this
issue because of the NRC s yellow ﬁndmg n 2004 ona related issue. (See J acobs Sunebuttal at 24-

25)‘. The yellow ﬁndlng in 2004 resulted from elnpty contalnment sump plplng, thereby 1als1ng |

‘_30
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concerns that air entrainment from the empty sump piping could damage safety related pumps. The

Company had reason to be aware that the air entrainment iSsue; including the “dynamic” air
entrainrnent issue, was a potential concern. |

| In 2004, the NRC performed an inspection and issued Palo Verde a yellow finding owing to
dry sump pipes. (GDS Report at 32). In response to the issue, the Company initiated an extent of

condition review. The review mcluded in its scope the RWT ECCS; as a result of that review, the

| Company concluded that the condition was not problematic. However when the NRC returned and

asked about dynamic air entrainment of the RWT ECCS, the Company was unable to respond beyond
relying on conforrnity with Palo Verde’s design basis. = (Tr. at 4911-15). APS witness Mattson
acknowledges that it was known that the proper calculation was a dynamic one thirty years ago when
Palo Verde was first approved. .

You know, we knew that it was dynamic when we did the static calculation 30

years ago, but 30 years ago dealing with two component flow in this

configuration, we didn't know how to do it. It's a new technique that was used

when Palo Verde was shut down to be able to answer the question to Justify the
plant belng started up again. :

Id. at 4915-16.

- The Company has continuing difﬁculties in applying a sufficiently broad SCOpe to analyze

probleins The NRC stated as much in its Fourth Quarter 2005 Reactor Oversrght Program Action

Matrlx Summary, attached to the GDS Associates Report In notes 5,8, and 11, the NRC specrﬁed
that the yellow finding for the 2004 v1olation was continued on the basrs that ‘not all of the licensee’s

root 'and, contributing causes were fully developed, rnany of the corrective actions were narrowly

|| focused or ineffective, and effectiveness reviews were not adequate.” -

The Company argues that 1f 1t had ant1c1pated the air entraininent 1ssue it would have been
obliged to shutdown the facrhty, theieby forcmg an outage Staff dlsputes this pornt At the hearing,

Dr. J acobs when asked that question provrded the followmg response

3




There's a difference between the company finding an issue and an NRC inspector
identifying an issue. I think that if sometime earlier if the company had identified
this issue and said, we may have a problem here, we're not sure, they could have

~ gotten the time potentially to resolve it without having to shut the plant down.
That's not -- you know, you never really know until it happens. /

There's a couple of mechanisms. They can declare the RWTs to be operable but
nonconforming. And I'm thinking the Kewaunee plant here has been mentioned,
and there was a similar outage up there where actually the NRC identified a
problem, and they took about 12 to 14 days to evaluate it before they -- and in that
case the plant actually did shut down, but there was a period of time where they
were evaluating it where they didn't immediately have to shut it down because,
_really, the issue is you're not sure if it's operable or not.

So there's also the possibility that you can ask the NRC for exemption. That we

have this problem, we think it will be solved in three or four days, can we have

that period of time to work on it and resolve it? “So I think there s a possibility
~ that they may not have to have 1t shut down.

The other issue is regarding the regulatory margin that we talked about. If you're
in the Palo Verde situation and an issue like that comes up, the NRC is probably
going to be reluctant to give you any exemption to the time period. But if you
were, you know, a top performing plant, you might have a better chance of not
- having to shut down. So there's a chance that they wouldn't have had to shut
down. I can't say deﬁnltlvely one way or the other. :

(Tr. at 5343-44).

- The Company should have known that air entrainment damage to pumps is a safety concern
and should have defined its analysis of the issues related to the yellow finding in a manner that would
encompass all similar issues. Draining down the RWT gives rise to the same air entrainment
i concerns as the empty sump piping, and APS’ failure to identify this issue demonstrates a lack of
rigor 1n its analyéis.

‘In surrebuttal, Staff witness Jacobs pointed out that the NRC had already identified numerous
crosscutting issues, 7.e.; issues affecting several ateas of plant orgahizatio‘n: '
Crosscutting themes identified in this component involved inadequate evaluations
of problems and untimely implementation of corrective actions, = Examples
Jinclude: failures to address the extent of condition of problems; failures to fully
evaluate problems resulting in repetitive or long-standing problems affecting
safety systems and components; failures to correct known degraded conditions in -
~a timely manner.  The crosscutting themes identified durmg this assessment are

- similar to those that have been identified in previous NRC assessments,
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particularly with respect to inadequate evaluation of conditions adverse to quality,
as well as inadequate and effective correction of problems.

(See Jacobs Surrebuttal at 11-14). This evaluation notes APS’ failure to fully evaluate issues that cut
across multiple facets of plant operations.

APS knew or should have known that air entrainment issues in the RWT were raised by the
2004 yellow finding, and APS knew or should have known that its problem identification and
analysis tended to be too narrowly focused. A reasonably complete analysis ‘of the issues related to
the ZQO4 yellow finding would have permitted the Company to identify this issue. Id. at 24-25. This

outage was therefore avoidable and imprudent. -

2 Measuring the lmpact.

In addition to disputing the imprudence of the previously discussed outages, the Company’s
brief raises several issues related to measuring the costs of imprudence. ’

1", Offsettmg coal operatzons against the Impact of Palo Verde Qutages is not
; Reasonable. ,

The Company argues that the strong performance of its cOal plants mitigates the costs of the
imprudent outages. (APS’ Br. at 149). T'hi’s contention is ’unpersuasive._ "The improved performance :
of APS’ coal generation is not related to the Palo Verde outages, and the‘ fact of improved
performance of the coal plants highlights the loss of Palo Verde, which could have had excess power |
to sell off—system.,

The Palo | Verde outages should be cohsidered in isolation.‘ In spite of the imprOVed ‘

perfOrmance of the cOal plants thisv improved performance did not prevent the costs incurred by the

Palo Verde outages The Company s brief seems to 1mply that, Without the Palo Verde outages the =

1mpioved performance of the coal plants would not have occurred (See APS’ Br at l75) The
Company, however supphed no testimony to the effect that the 1mproved performance of 1ts coal

plants was caused by the Palo Verde outages or [ was in any Way connected with the outages

33
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The calculation of the costs of the outages of necessity nets the cost impact on the entire

system. Thein‘ipact of the improved performance of the coal plants was already counted in the
system balancing that still necessitated purchasing replacement power. (Jacobs Surrebuttal at 45).
Consequently, the improved performance of the coal plants should not be considered as a mitigating
factor because it is unrelated fo the Palo Verde outages and would result in double counting.
. 2. Lost Off-System Sales.

ln its opening brief, the Company concedes that the outages have \decreased off—systern sales,
but the Company disagrees with Staff’s calculation of the measure of these lost sales. (APS’ Br. at
175). In developing its testimony, Staff asked the Company provide additional information to
support APS’ proposed adjustments to reﬂect margms related to lost off—system sales (Jacobs
Surrebuttal at 41). In response the Company provided the results that it developed using a
production cost model. Although the Commission has approved the use of this methodology before,
iStafif 1S concerned labOut the inputs chosen hypthe Conipany in its analysis. As Staff witness J acobs’
e)’(plained, | |

[Y‘]ou have the model, and then you have the application of the model. And just

because the model has been accepted, that doesn't mean that in any particular

~applicatron given all of your assumptions going into it, that your answer is gorng

to be correct.
(Tr. at 5312). ,ln’ surrebuttal, Staff had already ei(pressed concerns about theinputs chosen by the |
Company in its analysis. | | | k |

Principally, Staff focused on the improbability - of two ‘rsigniﬁcant assumptions that  the

Company inade in its analysis. First the 'Company assumed that the lost sales would occur only ¢

dui ing the times when Palo Verde was shutdown due to an 1mprudent outage d acobs Surrebuttal at
41) Second the Company assurned that APS was not buying power in the wholesale market. /d.

Staff contends that neither assumption 1s reasonable because the outages may be the events that

caused APS to purchase wholesale power, ‘;Id. at 41-42. Further,y the analysrs appears to incorporate.
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errors. For example, it assumed lower off-system sales when Palo Verde was operating than when it

was out-of-service. And in some eircumstanoes, the simulation produced lower margins even though
the level of lost generation in off-system sales increased. Id. at 42.‘ Clearly, the Company’s analysis
introduces more questions than it resotves in terms of the quantiﬁcation of margins on lost off-system
opportunity sales. Consequently, Staff’s position on the amount of lost off-system sales should be
adopted. |
3. The Nuclear Pérfornmnce Standard is an Appropridte Respons’ive,M easure.

In response to the ongoing issues regarding Palo Verde’s decline in performance, Staff
recommends that the Commission create a Nuclear Performance Standard (“NPS”). The Company,
in its opening brief, expressed several reseryations about’such aplan. The Company suggests that the
plan shouid inclnde incentives as well as caps on penalties so as not to jeopardize the Company’s
attention to Safety. (APS’ Br. at 168-169, 171-175). The Company also beiieves that coal generation’
should be included in the implementation of any perforrnance standard. | Id. at 1"73—1’74. Finally, the
Cornpany believes that more infonnation is necessary to implement a NPS than has been‘ developed
to date. ry]d. at 169-71.

’The Cornnrission should adopt a performance standard to govern the operation of Palo Verde'.’

The Company will recover its cost of 1nvested capltal regardless of the quahty of its performance, and

when one consrders that nuclear plants have exceptlonally hlgh cap1tal costs and that only the loW |
costs of fnel andoperations' :offset the high capitalcosts.’ The lower ’c’oyst ot operations can only be
achieved When the pIant operates ata hrgh, capacity factor. Adopting a reasonable NPS wilyl, alleyiate
this srtuatlon by placrng the costs of 1nefﬁc1ent operatlons on both the Company and rts ratepayers"
(T] at 5178 5225)

Y Staff S proposed NPS is reasonable and does not Jeopardrze safety Dr. ] aeobs explarned that |

1ncent1ves rarely 1nﬂuence a company in a posrtlve manner and therefore typloally end up sub51drzrng

35
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a company for unchanged behavior. (Jacobs Surrebﬁttal at 35); As to dead bands and’ penalty caps,
Staff’s proposed NPS already incorporates a thrée-year sampling for ,eyaluations. -Consequently, the
plaﬁ provides an added bﬁffering inﬂuence of several years of performance to aileviate the impact of
an atypical yéér. (See Jacobs Surrebuttal at 37).

With respect to’y the C’ompany’s pfopOsalr fo include all base load generation in the
performance plan, Staff believes that such an all-inclusive plan Would not serve any useful purpose.

Coal and nuclear power are fundamentally different. (Jacobs Surrebuttal at 36). Their fixed and

variable costs are largely reversed, and their methods of opefation and basic regulatory regimes are |

fﬁndamentally different. = A broad performance standard encompassing the ;Compémy’s entire

baseload generation would pérmit the Company to ‘Vgloss over the performance of its single most

It costly asset, Palo Verde.

In response krto the Company’s concerns regarding the lack of spéciﬁcity éontained in the NPS,
Staff has acknowledged that the NPS may be subject to various modifications that the Commission

may elect to make. 1d. at 38. However, as Dr. Jacobs testified, Staff’ys, proposed NPS is sufficiently

detailed to implement as written. Jd. at 38-39.

XIL ENVIRONMENTAL IMPROVEMENT CHARGE

| - Among its arguments in Support ‘of its proposed environmental improvement’ charge k(“EIC”),
APS notes that its proposal is ﬁot a céntﬁbution in aid of construction, But is insfead more a’naﬂogous |
to CWIP. k(APS’ Br. at 100). Staff disagrees with this chaiaéterizatioﬁ. -

- The propbsed EIC 1s rcertainly novel and is fherefore somewhat difﬁcult to pfecisely
catego’rizye. None’cheless,t the propdSéd EIC is_designed kto entirely recover inany of APS’ corsts—“
including capital‘ costé——iﬁ advance, thefeylyay‘ elikr:ni;natingy the need for APS fo actually make an |
inyestment b’efore, récovéring 'the cﬁo‘s:ts of thatvi’hve"str’her‘lt. ’T_he folléwing festimbny illustrates this’

potential:

v ,36 ,,
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Q. [U]nder your proposal is it intended that the EIC w111 be collected before some
of the costs are incurred? :

A. The EIC is intended, again, to collect costs that are anticipated to be incurred
over the forecast period.

Q. So the answer to my questions is yes, I think?
A. Yes, subject to true up.

Q. Does the EIC provide a means for APS to earn a return on projects before
they’re actually rate-based? :

A. Yes.

Q. Does the EIC provide a means for APS to earn a return ona project before it
has begun? .

A. Possrbly
(Tr at 2489 -90). In some respects the proposed EIC is akin to ratepayer-supplied caprtal yet APS’
proposal does not appear to provide any recognition of this principle. For example, APS’ proposed
EIC does not include provisions for appropriyate rate base deductions to give ratepayers some beneﬁt
for having supplied capital. The proposed EIC is therefore somewhat one- s1ded and Staff believes

that thls design is not equitable. For this reason, Staff beheves that the Comm1ssron should. reject

c APS’ 4proposed EIC.

XIIL. DEMAND SIDE MANAGEMENT

APS orice ‘again aréues that it should be allowed to recover its proposed ;‘conseryation
adjustment for revenues lost as a result of its DSM programs | (APS Br. at 69). Staff mamtarns its
pos1t10n that such a pro- forma adjustment should not be allowed because the revenue reduction is not
known and measurable. (Anderson Surrebuttal at 7). Staff beheves that APS should be compensated
for its efforts to make DSM programs avallable and for the savmgs achreved by those programs
throuOh a performance 1ncent1ve (Anderson Direct at 9) | |

APS also states that the Company proposes and SWEEP and Staff aoree that any unspent

funds should be camed over and spent 1n subsequent years i (APS Br at 118) Staff Would hke to ;

3T
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clarify that it does not agree that unspent funds should be carried over and spent in subsequent years.

Staff stated clearly that, if during 2005 through 2007, APS does not spend at least $30 million of the

base rate allowance for approved and eligible DSM-related items, the unspent amount is to be

credited to the account balance of the Demand Side Management AdjuStmenr Clause (“DSMAC”)
account. “(Anderson Surrebuttal at 2). These are monies paid by APS’ customers through base rates.
If the $30 milhon collecred in this manner has not been spent during fhe 2005 kthrough 2007 period,
then it should be girlen back to the customers who paid it. (Tr. at 3634).\ |
XIV. POWER SUPPLY ADJUSTER

Staff continues to oppose the ‘inclusion of broker fees in the power supply adjuster (“PSA”). |
At the hearing, Staff wrtness Antonuk explained the reasons for excluding broker fees: |
| [Mly understanding is that the Staff who worked on the P‘SA the last time was-
comfortable in the conclusion that there had been a removal of them. So I treated"
that as precedent, you know. It was estabhshed That was the rule.  So this
reflects the rule
(Tr. at 4009).' Staff cons‘idered the exclusron of ’hroker ‘fees to be Vestablished precedent, and therefore
ado‘pted a consistent position in this case. : | L
XV. RATE DESIGN

Concerning Rate E-32, Staff has noted its hesitation to raise demand rates signiﬁcantly over

1eve1s proposed by APS. (Staff s Br. at 66). Thls concern is prompted by two factors 1) the last rate

case srgnrﬁcantly ralsed the demand charge for customers above 20 kW so that some lower load i

factor customers received i 1ncreases 51g111ﬁcantly greater than ‘the sy’stem average mcrease; and 2) this

‘adoption of a higher demand rate is fairly new in that current rates have only been in effect for

approximately eighteen months. :

ThlS same concern is also apphcable 10a rate proposal sponsored by AECC wrtness H1gg1ns

; Spemﬁcally, AECC proposes to pass through the transmlssron charge n the demand portron of Rate

| E-32. Erltrrely kasrde from the posslble COS’[-Of—SSI‘VlCC mer1tsof thrs proposal, Staff 1s concerned that
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it will result in a substantial rate increase to a segment of APS’ customers who. have recently
experienced rate increases that are significantly greater than the system average. In order to promote
the principle of gradualism in rate design, Staff opposes this AECC proposal at this time.

XVL. DEMAND RESPONSE i

Staff has recommended that APS conduct a study to 1dent1fy the types of demand response
and load 1nanagement programs that would be most beneficial to APS’ system. Staff has also
recommended that APS file for Commission approval one or more cost effective demand response or
load management programs. Staff has suggested that both of these items should be filed with the |
Commission within eight months of a Commission decision in this matter. If APS needs more than
eight months to complete these filings, Staff would not object to extending the deadline.

In its brief, APSV appearsi to rnisunderstand these proposals. APS states that, “[a]lthough Staff
has proposed an e‘ight-month feasibility study, the Companylbelieves that truly effective Demand
Response programs cannot be implemented, analyzed and introduced to all customers in such a short
amount of time. (APS’ Br. at 123) Staff wishes to clarlfy that its proposal does not envision full
1mplementation and 1ntroduction ‘o all customers within an eight- month period. Instead Staff
mtended for the study and assocrated programs to serve as ‘a means to initiate consideration of these '
‘1ssues ln any event, Staff is not opposed to extending the due date for these filings beyond eight
months
XVIL MISCELLANEOUS ISSUES

There are a number of items that APS has proposed aﬁer the ﬁling of its direct case:

1) In rebuttal testimony, APS proposed a number of changes to various

partial requirements tariffs as well as a number of proposed new partial

requlrements tariffs (APS Br. at 95- 99)

',2) After the conclusron of the hearing, APS prov1ded a late ﬁled exhrbrt
e '1elated to one of its pioposed solar schedules o
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3) Inits brief, APS has propbsed the creation of a regulatory asset/liability in
connection with the $4.25 million incremental EPS surcharge. (APS’ Br.
at 94). '

4) In its brief, APS has proposed authorization of an alternative funding

mechanism for investments related to 1its Advanced Metering
Infrastructure proposal. (APS’ Br. at 134). :

Because thése issues were raised comparatively late in the proceeding, Staff has not fully analyzed
them and is therefore unable to offer an épinion at fhis time. |
XVIII. CONCLUSION

For these reasons, Staff requésts that the‘Commisysion adopt St“aff’ s recommendations in this
matte‘r‘.‘ |

RESPECTFULLY SUBMITTED this 16" day of February, 2007.
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